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I. Introduction

A. Overview

For tax years 2006 and later, the new Schedule
M-3 reconciliation of book income and tax income is
required for most corporations with total assets of
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$10 million or more. Schedule M-3, which was
introduced for many corporations in 2004, replaced
four decades of use of the Schedule M-1 recon-
ciliation.!

The goal for Schedule M-3 is to encourage gen-
eral tax compliance by all corporate taxpayers by
promoting transparency with the IRS and by assist-
ing the IRS to identify returns and issues for pos-
sible audit when tax compliance risk is present.

This is the fifth part in a series of reports by the
authors researching the differences between book
income and tax income as reported on U.S. corpo-
rate income tax returns.? The first two reports
analyze corporate Form 1120 Schedule M-1 report-
ing for tax years 1990-2003. The third report in this
series analyzes advance file data for the 2004 cor-
porate Form 1120 Schedule M-3. The fourth report
analyzes final data for the 2005 corporate Form 1120
Schedule M-3 and updates the prior 2004 report
using final 2004 data. This fifth report analyzes final
data for the 2006 and 2007 corporate Form 1120
Schedule M-3 as well as earlier data from 1994
through 2005.

B. Organization of This Report

In Table 1A we summarize 2006 and 2007 Sched-
ule M-3 data and other tax data for corporations
filing the Form 1120, “U.S. Corporate Income Tax
Return,” for tax years ending July 2006 through
June 2007 (Statistics of Income 2006 file) and July
2007 through June 2008 (SOI 2007 file), reporting
end-of-year total assets of $10 million or more on

'The current paper repeats some material from Boynton,
DeFilippes, and Legel (2005, 2006a, 2006b, and 2008), Boynton
and Wilson (2006), and Boynton and Livingston (2010), used
with permission. Our tax return table values may not add up
because of rounding. The IRS Statistics of Income division
corporate data file for year t includes all tax years ending
between July of calendar year t and June of calendar year t + 1.
Effective for tax years ending on or after December 31, 2004,
Schedule M-3 replaced Schedule M-1 for corporations filing
Form 1120 and reporting total assets of $10 million or more on
Form 1120 Schedule L. Effective for tax years ending on or after
December 31, 2006, for corporations with total assets of $10
million or more, Schedule M-3 applies to Form 1120-S for S
corporations, to Form 1120-C for cooperative associations, to
Form 1120-L for life insurance companies, and to Form 1120-PC
for property and casualty insurance companies. Effective for tax
years ending on or after December 31, 2006, Schedule M-3 also
applies to Form 1065 for partnerships with total assets of $10
million or more and to some other partnerships. Effective for tax
years ending on or after December 31, 2007, a special Schedule
M-3 applies to Form 1120-F for foreign corporations with
effectively connected U.S. income and total assets of $10 million
or more. Schedule M-1 continues to apply to Form 1120-RIC for
regulated investment companies, to Form 1120-REIT for real
estate investment trusts, and to all corporations with total assets
of less than $10 million.

2See Boynton, DeFilippes, and Legel (2005, 2006a, 2006b, and
2008).
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the Form 1120 Schedule L balance sheet, and meet-
ing specified minimum data and reconciliation
tests.? In tables 1B, 1C, and 2 through 5, we present
and analyze 2007 Form 1120 tax return and Sched-
ule M-3 data. Tables 1A, 1B, and 1C present Sched-
ule M-3 data in the format of an aggregate Schedule
M-3 following the rows and columns of that recon-
ciliation form. Tables 2 through 5 are distribution
tables that partition with various rows a fixed set of
20 columns of data corresponding to 20 rows high-
lighted in tables 1A, 1B, and 1C. Table 6 reconciles
our data sample for 2007 with the SOI 2007 corpo-
rate file, and the discussion summarizes our mini-
mum data and reconciliation requirements. Table 7
presents combined schedules M-1 and M-3 data for
1994 through 2007. These data are summarized
graphically in figures 1, 2, and 3. The report con-
cludes with a special section by two of the authors
(Legel and Reum) examining the content of attach-
ments for the Schedule M-3 Parts II and III “other
with difference” lines and the Part I other adjust-
ments line.

C. Pretax Benchmark and Sign Conventions

We calculate all book income versus tax income
differences as pretax differences — that is, as the
difference between the pretax book (measured be-
fore federal income tax expense) and the tax
amounts (also pretax) reported on Schedule M-3.
We do this so that we are always comparing pretax
amounts — that is, book income before the recog-
nition of federal income tax expense compared with
tax income for federal income tax — consistent with
the book income versus tax income differences
literature since Talisman (2000). To do this for the
total amounts and differences reported on Schedule
M-3, Part II, line 30, we must back out federal
income tax expense from the columns (a), (b), and
(c) reconciliation amounts reported by taxpayers on
that line.

The book-tax literature before the introduction of
Schedule M-3 defines the sign of the difference
between pretax book income and tax income as
“book minus tax” resulting in a positive difference if
the book amount is higher than the tax amount.
Schedule M-3 effectively reverses this convention
by the nature of its reconciliation rules. For Sched-
ule M-3, the temporary and permanent adjustment
amounts reported in columns (b) and (c) of Parts II
and IIT are the amounts that are added to column (a)
book income to determine column (d) tax income.
The sum of columns (a), (b), and (c) must equal

3The minimum data and reconciliation tests for this 2007
Schedule M-3 study are discussed as part of the discussion of
Table 6.
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column (d) for Schedule M-3 reconciliation. Stated
differently, the total book-tax adjustment in col-
umns (b) and (c) must equal column (d) tax income
minus column (a) book income (tax minus book). A
positive total difference in columns (b) and (c) of
Schedule M-3 Parts II and III means that the tax
amount is higher than the book amount. A negative
total difference in columns (b) and (c) of Schedule
M-3 Parts II and II means that the tax amount is
lower than the book amount.

A reference to a negative pretax difference in our
text, tables, and figures in all cases means that
pretax book income is higher than tax income.

D. Pretax Book Income Versus Tax Income

Figure 1 compares pretax book income from
Form 1120 schedules M-1 or M-3 and Form 1120,
page 1, line 28 tax net income for 1994-2007 for
corporations filing Form 1120 with $10 million or
more in assets and filing either a Schedule M-1 or
Schedule M-3. The period 1994-2003 is the 10-year
period preceding the 2004 introduction of Schedule
M-3 for many corporations. The data for Figure 1 is
extracted from Table 7.

Figure 1 shows that Form 1120 Schedule M-1
pretax book income exceeded Form 1120, page 1,
line 28 tax net income from 1994 through 2000, fell
below tax net income in 2001 (a year that included
the disruptions associated with the September 11
attacks), and rose above tax net income in 2002 and
2003. Pretax book income continued above tax net
income in 2004 when the Form 1120 Schedule M-3
was introduced. It remained above tax net income
through 2006 and fell below tax net income in 2007,
the onset of a historic recession. Pretax book income
may be expected to fall below tax net income during
an economic downturn because financial account-
ing is quicker to recognize losses than tax income.

Figure 2 shows 1994-2007 Form 1120 schedules
M-1 and M-3 book-tax difference as tax net income
minus pretax book income following the Schedule
M-3 sign convention. The book-tax-difference ad-
justment to pretax book income for 1994-2000 is
negative because pretax book income exceeds tax
net income as shown in Figure 1. The book-tax-
difference adjustment is positive in 2001, negative
in 2002-2006, and positive in 2007. From 1994 to
1995, pretax book income and tax net income rise
approximately the same amount, and the book-tax-
difference adjustment is approximately the same.
From 1996 to 1999, pretax book income is rising
faster than tax net income (in fact, tax net income
falls in 1998), and the book-tax-difference adjust-
ment is increasingly negative. In 2000 pretax in-
come falls slightly and tax net income rises slightly,
both acting to decrease the negative amount of the
book-tax-difference adjustment. In 2001, a year that
includes repercussions from the collapse of the tech
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bubble and the turmoil of September 11, tax net
income falls but pretax book plummets, and the
book-tax-difference adjustment turns positive. In
2002 and 2003 pretax book income increases dra-
matically and tax net income increases less dramati-
cally, leading to a marked increase in the negative
book-tax-difference adjustment. In 2004 Schedule
M-3 replaces Schedule M-1, and the increase in
pretax book income is small compared with the
increase in tax net income, leading to a less negative
book-tax-difference adjustment. In 2005 tax income
dramatically increases, perhaps because of the one-
year foreign dividend repatriation holiday. Foreign
dividends included in tax net income in 2005 were
subject to an 85 percent special deduction before
inclusion in taxable income. Pretax book income
also increased, but less dramatically than tax net
income, resulting in a reduction in the negative
book-tax-difference adjustment. In 2006 both pretax
book income and tax net income fell, but tax income
fell more, resulting in an increase in the negative
book-tax-difference adjustment. In 2007 both pretax
book income and tax net income fell, but pretax
book income fell more and the book-tax-difference
adjustment turned positive.

Figure 3 expresses the aggregate book-tax-
difference adjustment as a percentage of aggregate
pretax book income.# From 1994 to 1997, the book-
tax-difference adjustment was relatively steady at
about -20 percent of pretax book income. From 1998
to 2000, it was dramatically greater at more than -30
percent of pretax book income, reflecting a fall in
tax net income in 1998 followed by slow growth in
1999 and 2000 and a general rise in pretax book
income for 1998 and 1999 followed by a slight fall in
2000. The turmoil of 2001 shows a sharp positive
peak in the book-tax-difference adjustment, to more
than +20 percent of pretax book, followed by a
return to negative adjustments in 2002 at about -20
percent of pretax book, falling to approximately -40
percent of pretax book in 2003. In 2005 and 2006 the
negative book-tax-difference adjustment is approxi-
mately -10 percent of pretax book income. In 2007
the positive book-tax-difference adjustment is ap-
proximately +10 percent of pretax book income.

E. Source of the 1994-2007 Tax Return Data

A statistical sample of tax return data is electroni-
cally encoded annually by SOI for use by Treasury’s
Office of Tax Analysis (OTA) and the Joint Commit-
tee on Taxation. The Office of Planning, Analysis,

*As shown in Figure 1, aggregate pretax book income is
positive in the years 1994-2007 for corporations filing Form 1120
with $10 million or more in assets. As shown in Figure 2, the
aggregate book-tax-difference adjustment for these corporations
may be negative or positive in any given year.
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Inventory, and Research (PAIR) within the IRS
Large Business and International Division also re-
ceives a copy of the file.> These data include Sched-
ule M-1 data and, beginning with 2004, Schedule
M-3 data. The annual SOI corporate file is issued to
OTA, JCT, and LB&I in two versions in the second
calendar year following the July-June tax year (in
calendar 2009 for tax year 2007 — that is, for
corporate tax years ending July 2007 to June 2008).
The advance file is prepared May 1, and the final
file is prepared October 1. The advance file contains
several placeholder records and uses tentative
weights. The final file has very few placeholder
records and uses final weights. Placeholder records
(generally return data from the prior tax year)
represent returns that are for some reason not yet
available at the time the SOI file is issued but are
desired for statistical purposes.®

Researchers using SOI data may report only
aggregate tax data for a minimum of three tax-
payers to protect taxpayer confidentiality.” For sta-
tistical reasons, SOI prefers that reported aggregate
data are reported for 10 or more taxpayers when-
ever possible.®

SOI annually summarizes selected tax return
data from the final corporate file in Publication 16,
Corporate Income Tax Returns. Corporate tax data in
the 2007 final file prepared September 30, 2009, are
summarized in the 2007 SOI Publication 16 pub-
lished in 2010. Our tax return table values may not
add and may differ from official 2007 SOI Publica-
tion 16 values because of rounding.?

SUse of the SOI file by PAIR and LB&I is limited under a
formal memorandum of understanding between SOI and LB&I
to research studies. SOI file data is not used for IRS audit case
building.

“Placeholder data is commonly the edited return data from
the prior tax year but may also be current-year data from the IRS
Business Master File (limited return data tabulated by the IRS
when the return is first received and processed) or, for returns
not yet received, current-year survey data collected by SOI
directly from the taxpayer on a voluntary basis on a limited
number of critical variables.

“For a discussion of the requirement of three or more
taxpayers for aggregate data, see Office of Management and
Budget Working Paper 22 (Rev. 2005) and IRS Publication 1075
(Rev. 2007).

8Beginning with SOI data for tax year 2008 and all studies of
SOI data prepared after May 2011, a requirement of five or more
taxpayers applies.

SOI Publication 16 tables have not presented Schedule M-1
or Schedule M-3 data to date, and it is not planned for SOI
Publication 16 to present Schedule M-3 data. Before the publi-
cation of this report and the publication of Boynton, DeFilippes
and Legel (2005 and 2006a), only Plesko (2002) (for 1996-1998)
and Plesko-Shumofsky (2005) (for 1995-2001) presented Sched-
ule M-1 data for the SOI Publication 16 population. SOI has
posted Schedule M-3 data on its website for tax years 2004, 2005,
2006, and 2007, available at http://www.irs.gov/taxstats/

(Footnote continued in next column.)
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SOI Publication 16 data may be downloaded at

http:/ /www.irs.gov / taxstats /bustaxstats /article/
0,,id=112834,00.html.

See the discussion of our Table 6 for our recon-
ciliation to the posted SOI 2007 Schedule M-3 data.

II. Introduction of Schedule M-3 in 2004
A. Why Introduce Schedule M-3?

A Treasury report in 1999 and Treasury testimony
in 2000 by Assistant Secretary for Tax Policy
Jonathan Talisman noted the growing difference
from 1991 to 1997 between pretax book income on
Schedule M-1 and tax net income on page 1 of Form
1120. Both the report and the testimony viewed the
1990s” widening difference between book income
and tax income as a possible indicator of corporate
tax shelter activity, but it also noted the difficulty in
interpreting Schedule M-1 book-tax difference
data.’® Mills and Plesko (2003) proposed a redesign
of Schedule M-1 to increase the transparency of the
corporate tax return book-tax reconciliation and to
improve data interpretability.!’ The Mills and

bustaxstats/article/0,,id=205351,00.html. See our discussion of
our Table 6 for our reconciliation to the posted SOI 2007
Schedule M-3 data.

19Gee Treasury Department (1999) and Talisman (2000). See
also Mills (1998) cited by Treasury (1999, at 32, n.118): “Mills
finds evidence that the IRS is more likely to assert deficiencies
on firms with large book-tax disparities, indicating that such
dis]'ivarities are correlated with aggressive tax planning.”

See Mills and Plesko (2003) for the proposed redesign of
Schedule M-1. For discussions of problems in interpreting
Schedule M-1 book-tax reconciliation data and problems with
the related Schedule L book balance sheet data, see Boynton,
Dobbins, DeFilippes, and Cooper (2002); Mills, Newberry, and
Trautman (2002); Boynton, DeFilippes, Lisowsky, and Mills
(2004); Boynton, DeFilippes, and Legel (2005, 2006a, 2006b, and
2008); and Boynton and Wilson (2006). For discussions of the
problems in reconciling financial accounting income and tax
income, see McGill and Outslay (2002), Hanlon (2003), Plesko
(2003), McGill and Outslay (2004), Plesko (2004), Hanlon and
Shevlin (2005), and Lisowsky and Trautman (2007). For a
summary of the research through May 2007 on book-tax differ-
ences and on Schedule M-1 and Schedule M-3, see Weiner
(2007). For early discussions of book-tax differences, see Boyn-
ton, Dobbins, and Plesko (1992); Mills (1998); Plesko (2002); and
Plesko and Shumofsky (2005). For a discussion of the relation-
ship between financial accounting of current federal income tax
expense and Form 1120 tax liability, see Lisowsky (2009). For a
discussion of tax shelters and financial accounting, see
Lisowsky (2010). For a discussion of Financial Accounting
Standards Board Interpretation No. 48 uncertain tax positions
and Schedule M-3 data, see Dunbar, Philips, and Plesko (2009);
Lisowsky, Robinson, and Schmidt (2010); and Blouin, DeBacker,
and Sikes (2010). For a discussion of deferred taxes and the FAS
109 tax footnote, see Poterba, Rao, and Seidman (2011); and
Raedy, Seidman, and Shackelford (2011).
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Plesko (2003) Schedule M-1 recommendations are
largely reflected in Schedule M-3, particularly in
Part 1.12

B. The Structure of Schedule M-3

Part I of Schedule M-3 reconciles worldwide
consolidated financial statement income with
income-per-income statements of includable corpo-
rations (members of the tax return consolidation
group listed on Form 851), also known as book
income. Parts II and III reconcile income per income
statements of includable corporations (book in-
come) with tax net income on Form 1120, page 1,
line 28. Differences between book income and tax
income are characterized as temporary or perma-
nent. In brief, temporary differences are items of
income or expense that are recognized for both
financial and tax reporting but appear in different
time periods. Permanent differences are items of
income or expense that are recognized for either
financial or tax reporting, but not both. A more
detailed discussion of temporary and permanent
differences follows below.

The goal of the Schedule M-3 is greater transpar-
ency and uniform organization in the comparison
of book income and tax income data made at the
time of return filing so that the data may be used to
determine what returns will and will not be audited
and to determine what issues will and will not be
examined on the returns selected for audit.

Part I of Schedule M-3 is important. It defines the
starting point for the book-tax reconciliation for the first
time in corporate tax history. On Schedule M-1 we
know where the reconciliation ends (tax net in-
come), but not where it begins (book income).
Schedule M-1 never defined book income. It was
left to taxpayers to define book income for them-
selves.

Schedule M-3, Part I, line 11 and Part II, line 30,
column (a) (which must be equal to Part I, line 11)
define the financial income of the tax consolidated
group, that is, book income, and is what should
have been reported on Schedule M-1, line 1 (but
may not have been what some reported). The
important intermediary steps in Schedule M-3, Part
I, help delineate book-tax differences related to
consolidation differences only (Part I, lines 4
through 11) versus book-tax differences related to
income and expenses for the tax reporting group
only (parts II and III, respectively). Schedule M-3
Part I is one of the revisions proposed by Mills and
Plesko (2003).

2For a discussion of the development of Schedule M-3, see
Boynton and Mills (2004).

TAX NOTES, August 15, 2011

COMMENTARY / SPECIAL REPORT

Parts II and III reconcile financial net income of
includable corporations (book income) to taxable
income reported on Form 1120, page 1, line 28. Part
II generally reconciles items of income, gain, and
loss. Part III deals with expense and deduction
items.

Parts II and III contain four columns to identify
and differentiate the book and tax aspects of each
line item for the tax consolidated group. Column (a)
represents financial statement income or expense
amounts maintained in the corporation’s books and
records, using the income statement source deter-
mined in Part [. Column (d) represents amounts as
reflected in the tax return. For each line item, the
difference between the amount shown in column (a)
and the amount shown in column (d) is shown
either as a temporary difference in column (b) or as
a permanent difference in column (c). The clear
statement of both the book and tax amounts, as well
as the reconciling differences, aids the IRS in setting
materiality thresholds for the reconciling differ-
ences shown.

The reporting of column (a) book income
amounts and column (d) tax income amounts is
optional for the first year a corporation is required
to file Schedule M-3.

The detail required by parts II and III is enhanced
by the differentiation of temporary and permanent
differences. Temporary (timing) differences occur
because tax laws require the recognition of some
items of income and expense in different periods
than those required for book purposes. There are
four basic categories of temporary differences:

e income recognized in financial statements be-

fore it is taxable;

e income reported as taxable before it is recog-

nized in financial statements;

e expenses recognized in financial statements

before they are deducted on the tax return; and

e expenses deductible on the tax return before

they are recognized on financial statements.

By their very nature, temporary differences in-
volve issues regarding the correct year under book
rules and tax rules for the item’s inclusion in
income or deduction (expense).!

In contrast to temporary differences, permanent
differences are adjustments that arise as a result of
fundamental permanent differences in financial and
tax accounting rules. Those differences result from
transactions that will not reverse in subsequent

¥Temporary differences are important in tax administration
because they may identify that an item is being included in the
wrong tax year. For example, deferring the recognition of $1
billion of income for 30 years (or accelerating the recognition of
$1 billion of deductions by 30 years) involves a substantial time
value of money change in the value of the tax due.
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periods. In financial statement reporting under gen-
erally accepted accounting principles, permanent
differences are not considered in the Statement of
Financial Accounting Standards No. 109 computa-
tion of deferred tax assets and liabilities, but do
have a direct impact on the effective tax rate.
Therefore, permanent differences may substantially
influence reported financial earnings per share
computations and in the case of public companies,
stock prices. Accordingly, permanent differences of
a given size may represent a greater audit risk than
temporary differences of the same size.

Schedule M-3’s introduction of detailed report-
ing requirements for temporary and permanent
differences is another significant improvement over
Schedule M-1 as well as an important enhancement
to overall transparency.

C. Aggregate Schedule M-3 Data for 2007

1. Changes in aggregate Schedule M-3 data be-
tween 2007 and 2006: Table 1A. In Table 1A we
summarize 2006 and 2007 Schedule M-3 data and
other tax data for corporations filing the Form 1120
for tax years ending July 2006 through June 2007
(SOI 2006 file) and July 2007 through June 2008 (SOI
2007 file), reporting end-of-year total assets of $10
million or more on the Form 1120 Schedule L
balance sheet, and meeting specified minimum data
and reconciliation tests.* In tables 1B and 1C we
present detailed 2007 Form 1120 Schedule M-3 Part
II and Part III data. Tables 1A, 1B, and 1C present
Schedule M-3 data in the format of an aggregate
Schedule M-3, following the rows and columns of
that reconciliation form.

Note that on Schedule M-3, a negative total pretax
difference adjustment occurs if tax income is below book
income.'>

In tables 1A, 1B, and 1C, and in Tables 2 through
5, the sign of Schedule M-3 Part III expense/
deduction data has been changed to agree with the
effect of those expense/deduction items on net
income reported in Part II — in particular, the effect
on Part II line 30. If an expense/deduction item
reduces net income, it is shown as a negative
amount.1®

“The minimum data and reconciliation tests for this 2007
Schedule M-3 study are discussed as part of the discussion of
Table 6.

15See Part 1.C for a discussion of sign conventions for the
difference between tax income and pretax book income.

'%Schedule M-3 instruction require that column (a) book
expense and column (d) tax deduction amounts that reduce net
book income and reduce net tax income be shown on Part III as
positive amounts. However, some taxpayers fail to follow the
instructions. See the discussion of Table 6 for a discussion of
problems with taxpayer reporting and how we deal with the
problems.
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Table 1A shows that consolidated worldwide
financial income reported on Schedule M-3 Part I,
line 4, for 42,395 corporations for 2007 is $804,393
million, down from $1,008,973 million in 2006 for
40,713 corporations, a decrease of $204,580 mil-
lion.1”

Net foreign non-includable entity income of
$487,686 million removed on Part I, line 5 is up from
the $302,431 million removed in 2006, an increase of
$185,255 million removed. Approximately 12 per-
cent of the Form 1120 Schedule M-3 filers in 2007
reported an adjustment on Part I, line 5. Those
corporations reported approximately 72 percent of
the assets reported on Form 1120 returns with
Schedule M-3 — that is, the corporations with those
adjustments tended to be larger corporations in
terms of assets.

Net U.S. non-includable entity income removed
on Part I, line 6 was $111,934 million, down from
$127,762 million, a decrease of $15,828 million re-
moved. Net income added for other includable
entities (included for U.S. tax income but not re-
ported for financial accounting income) is $11,550
million, up from $9,629 million in 2006, an increase
of $1,921 million added.

After all adjustments reported in Schedule M-3,
Part I, lines 4 through 10, net income-per-income
statement of includable corporations (book income)
is $573,171 million, down from $856,450 million in
2006. That represents a decrease of $283,279 million
in book income compared with a decrease of
$204,580 million in worldwide consolidated finan-
cial income. The smaller decrease in worldwide
consolidated income reflects the increase in foreign
entity income included in consolidated worldwide
income but not included in book income.

To determine 2007 and 2006 pretax book income,
we add back federal income tax expense. Pretax
book income is $845,410 million, down from
$1,172,369 million in 2006, a decrease of $326,959
million compared with the $283,279 million de-
crease in book income. The larger decrease in pretax
book income is because the federal income tax
expense added back fell to $272,231 million from
$315,916 million in 2006, a decrease of $43,685
million in the expense added back.

The total temporary and permanent difference
adjustment added to book income to determine tax
net income on Part II, lines 1 through 5, for income

The difference in the number of corporations in 2007 and
2006 in Table 1A reflect the difference in the number of corpo-
rations filing Schedule M-3 that file a Schedule M-3 that pass
our minimum data and reconciliation tests. The minimum data
and reconciliation tests for this 2007 Schedule M-3 study are
discussed as part of the discussion of Table 6.
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from foreign corporations is $104,893 million com-
pared with $80,161 million in 2006, an increase of
$24,732 million. Approximately 8 percent of the
Form 1120 Schedule M-3 filers in 2007 reported an
adjustment on Part II, lines 1 through 5. Those
corporations reported approximately 71 percent of
the assets reported on Form 1120 returns with
Schedule M-3 — that is, the corporations with those
adjustments tended to be larger corporations in
terms of assets.

The total temporary and permanent difference
adjustment added to book income to determine tax
net income on Part II, lines 9 through 11, for income
from U.S. and foreign partnerships and other
passthroughs is $37,348 million compared with
$50,319 million in 2006, a decrease of $12,971 mil-
lion.

The total temporary and permanent difference
adjustment added to book income to determine tax
net income on Part II, line 12 for reportable trans-
actions is negative $21,374 million compared with
negative $29,528 million in 2006, a decrease of
$8,154 million in the negative adjustment.

The total temporary and permanent difference
adjustment added to book income to determine tax
net income on Part II, line 25 for “other with
difference” income and loss items is negative
$49,662 million compared with negative $145,496
million in 2006, a decrease of $95,834 million in the
negative adjustment.

The total temporary and permanent difference
adjustment added to book income to determine tax
net income on Part III, lines 9 and 10, for stock
options and other equity compensation is negative
$51,830 million compared with negative $44,588
million in 2006, an increase of $7,242 million in the
negative adjustment.

The total temporary and permanent difference
adjustment added to book income to determine tax
net income on Part III, line 35 for “other with
difference” expense/deduction items is negative
$12,923 million compared with negative $81,935
million in 2006, a decrease of $69,012 million in the
negative adjustment.

The total temporary and permanent pretax dif-
ference adjustment (after reversing federal income
tax expense) added to pretax book income of
$845,410 million to determine tax net income on
Part II, line 30 of $984,630 million is positive
$139,220 million compared with negative $72,034
million in 2006, a decrease of $211,254 million in the
negative adjustment.

On the SOI corporate file for 2007, SOI reports tax
net income on Form 1120, page 1, line 28 of $918,438
million for 2007 for the corporations in our Form
1120 Schedule M-3 study meeting our minimum
data and reconciliation requirements. The differ-
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ence with the $984,630 million reported by the
corporations on Schedule M-3, Part II, line 30,
column (d) results from the SOI’s elimination of
intercompany dividends (ICD) of $88,353 million
and other SOI adjustments adding $22,161 mil-
lion.18

2. Tax net income and ICD. Form 1120 Schedule
M-3, Part II, line 30, column (d) must equal Form
1120, page 1, line 28 when prepared by the corpo-
rate taxpayer. Some taxpayers improperly include ICD
in tax net income on Form 1120, page 1, line 28, the
reconciliation target for Schedule M-3.1° The taxpayer
then removes the same ICD amount as a 100 percent
dividends received deduction on line 29b so that it
does not increase final income subject to tax on line
30. If the taxpayer includes ICD on Form 1120, page
1, line 28, it must also be included on Schedule M-3,
Part II, line 30, column (d).

Any accounting adjustment that makes an in-
crease to tax net income on Part II, line 30, column
(d) that is not balanced by a similar increase to book
income on Part II, line 30, column (a) will decrease
the reported negative difference between book in-
come and tax income on Schedule M-3 if book
income is higher than tax income before the adjust-
ment. It will increase the reported positive differ-
ence if book income is lower than tax income before
the adjustment.?’ The reduction in that reported
negative difference, or the increase in the reported
positive difference, may be a motivation for im-
properly including ICD in tax net income when it is
not included in book income.?!

¥ Note that changes on the SOI corporate file do not change
the amounts on the tax return and do not affect IRS audits (or
lack of audits) for corporate tax returns.

It is improper to include intercompany dividends in tax net
income if a consolidated tax group does not contain an insur-
ance company subsidiary. Schedule M-3 instructions recognize
that consolidated tax groups containing insurance company
subsidiaries (mixed groups) may be required for book income
accounting (under statutory accounting rules for insurance
companies), and tax income accounting (under federal income
tax consolidation rules for insurance companies) to include
specified intercompany dividends in book income and in tax
income. See the 2004 through 2010 Form 1120 instructions for
Schedule M-3, Part I, lines 10 and 11; and Part II, lines 7 and 25
(line 26 before 2006). In April 2006 Form 8916 was announced to
supplement Schedule M-3 for mixed groups, including tax
consolidation groups with a Form 1120 parent and an insurance
subsidiary. Effective for tax years ending on or after December
31, 2006, Form 8916 is used by mixed groups to reconcile tax net
income on Schedule M-3 with taxable income on the tax return.
See the discussion of Table 3 for more on the economic impor-
tance of mixed groups.

A similar effect exists on Schedule M-1. See Boynton,
DeFilippes, and Legel (2005 and 2006a).

21 As previously discussed, corporations with insurance sub-
sidiaries are subject to statutory accounting rules for book

(Footnote continued on next page.)
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In general, ICD should be eliminated in deter-
mining tax net income. SOI removes all ICD
amounts that it identifies in tax net income in the
SOI corporate file.?? If the taxpayer includes ICD in
tax net income on Schedule M-3, Part II, line 30,
column (d) and on Form 1120, page 1, line 28, the
tax net income reported on Schedule M-3, line 30,
column (d) will differ (be larger than) tax net
income on Form 1120, page 1, line 28 in the SOI
corporate file by the amount of the ICD removed by
SOI from line 28.2

SOI has included information on the ICD adjust-

ment on the 1999-2003 files and the 2005, 2006, and
2007 files as the variable DIV_AFFIL_AD]. The ICD
information was not included for the Schedule M-3
population on the 2004 file. We estimate the ICD
adjustment for 2004 as the (unedited) Schedule M-3,
Part II, line 30, column (d) amount minus the
(edited) Form 1120, page 1, line 28 (if it is a positive
difference) for corporations filing a consolidated
return.
3. Aggregate 2007 Schedule M-3 Part II and III
data detail: Tables 1B and 1C. In tables 1B and 1C
we present detailed 2007 Form 1120 Schedule M-3
Part I and Part III data in the format of an aggre-
gate Schedule M-3 following the rows and columns
of that reconciliation form.

Note that on Schedule M-3, a negative total pretax
difference adjustment occurs if tax income is below book
income.?*

In Table 1C, the sign of Schedule M-3 Part III
expense/deduction data has been changed to agree
with the effect of those expense/deduction items on
net income reported in Part II — in particular, the
effect on Part II, line 30. If an expense/deduction
item reduces net income, it is shown as a negative
amount.?®

income and special rules for tax income for those insurance
subsidiaries that include ICD in both book income and tax
income.

#0n the SOI corporate file, SOI removes all ICD that it
identifies from Form 1120 data, including from page 1, line 28,
whether or not the tax consolidation group contains an insur-
ance company subsidiary. See the discussion of the history of
ICD editing by SOI for 1990-2003 tax years in Boynton, DeFil-
ippes, and Legel (2005 and 2006a). Note that changes on the SOI
corporate file do not change the amounts on the tax return and
do not affect IRS audits (or lack of audits) for corporate tax
returns.

S0l also corrects some taxpayer errors it finds on Form
1120, page 1. The observed difference between Schedule M-3,
Part II, line 30, column (d) and Form 1120, page 1, line 28 on the
SOI corporate file is the net effect of the SOI ICD adjustment and
any other SOI error adjustments made on the SOI corporate file.

#Gee Part 1.C for a discussion of sign conventions for the
difference between tax income and pretax book income.

Schedule M-3 instructions require that column (a) book
expense and column (d) tax deduction amounts that reduce net

(Footnote continued in next column.)
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In Table 1B, Schedule M-3, Part II, lines 1 through
5 report various adjustments to book income related
to income from foreign corporations needed to
determine tax income. Book income of $77,950
million is increased $104,893 million (approxi-
mately 135 percent) to tax income of $182,815
million. The total temporary difference adjustment
is positive $8,934 million, and the total permanent
difference adjustment is positive $95,960 million.
Subpart F requires immediate recognition of speci-
fied income of controlled foreign corporations. The
subpart F temporary difference adjustment is posi-
tive $11,559 million, and the total permanent differ-
ence adjustment is positive $51,042 million.
Approximately 8 percent of the Form 1120 Schedule
M-3 returns in 2007 reported an adjustment on Part
II, lines 1 through 5. Those corporations reported
approximately 71 percent of the assets reported on
Form 1120 returns with Schedule M-3 — that is, the
corporations with those adjustments tended to be
larger corporations in terms of assets.

In Table 1B, Schedule M-3, Part II, lines 9 through
11 report various adjustments to book income re-
lated to income from U.S. and foreign partnerships
and passthroughs needed to determine tax income.
Book income of $98,041 million is increased $37,348
million (approximately 38 percent) to tax income of
$135,415 million. The total temporary difference
adjustment is positive $17,460 million, and the total
permanent difference adjustment is positive $19,888
million.

In Table 1B, Schedule M-3, Part II, line 12 reports
the amount of adjustments to book income related
to reportable transactions needed to determine tax
income. Book income of negative $4,819 million is
increased negative $21,374 million (approximately
444 percent) to tax income of negative $26,194
million. The total temporary difference adjustment
is negative $10,623 million, and the total permanent
difference adjustment is negative $10,751 million.

In Table 1B, Schedule M-3, Part II, line 25 reports
the amount of adjustments to book income related
to “other with difference” income and loss items
needed to determine tax income. Book income of
positive $17,251,641 million is decreased negative
$49,662 million (less than 1 percent) to tax income of
negative $17,201,984 million. The total temporary
difference adjustment is negative $33,129 million,
and the total permanent difference adjustment is
negative $16,532 million.

book income and reduce net tax income be shown on Part III as
positive amounts. However, some taxpayers fail to follow the
instructions. See the section on Table 6 for a discussion of
problems with taxpayer reporting and how we deal with the
problems.

TAX NOTES, August 15, 2011

Jua1u09 Aured paiyl o urewop a1gnd Aue ul 1ybuAdoo wreld 10u saop S1sAjeuy xe| ‘panlasal S)ybu ||V "TT0Z SisAleuy xe] (D)



In Table 1B, following Part II, line 30, reporting
total book income and tax income, federal income
tax expense of $272,231 million is reversed. The
reversal generates total pretax income of $845,410
million, a pretax temporary difference adjustment
of positive $53,475 million, and a pretax permanent
difference adjustment of $85,745 million, for a total
pretax difference adjustment of positive $139,220
million (approximately 16 percent of pretax book)
and tax income of $984,630 million.

In Table 1C, Schedule M-3, Part III, lines 9 and 10
report various adjustments to book expense related
to stock options and equity compensation needed to
determine the tax deduction. Book expense of nega-
tive $64,973 million is increased negative $51,830
million (approximately 80 percent) to a tax deduc-
tion of negative $116,803 million. The total tempo-
rary difference adjustment is positive $8,770
million, and the total permanent difference adjust-
ment is negative $60,600 million.

In Table 1C, Schedule M-3, Part III, line 35 reports
the amount of adjustments to book expense related
to “other with difference” expense/deduction items
needed to determine the tax deduction. Book ex-
pense of negative $1,913,034 million is increased
negative $12,923 million (approximately 1 percent)
to the tax deduction of negative $1,926,125 million.
The total temporary difference adjustment is nega-
tive $26,075 million, and the total permanent differ-
ence adjustment is positive $13,152 million.

4. Distribution of aggregate 2007 Schedule M-3
data for 2007.

a. Distribution by asset size and financial state-
ment type: Table 2. Table 2 reports aggregate 2007
Schedule M-3 data and other tax return data dis-
tributed by asset size and financial statement type
(SEC 10K /Public, Audited not SEC, and Unaudited
or Books and Records).26 There are 5,418 SEC 10K/
Public corporations among the 42,395 corporations
in 2007 filing Form 1120 Schedule M-3 and meeting
our minimum data and reconciliation require-
ments.?” The 5,418 returns that we classify as SEC
10K /Public report 75 percent of the assets reported
by the 42,395 corporations. The 42,395 include 247
corporations reporting total assets of $20 billion or

*We define “SEC 10K /Public” to include any tax return on
which Schedule M-3, Part I, line 1a indicated that an SEC 10K
financial statement was prepared or on which Part I, line 3a
indicated that the corporation had publicly traded common
stock. Some firms indicate the first without the second, which
may mean publicly traded debt or a reporting error. Other firms
report the second without the first, suggesting a reporting error.
We make use of the presence of either indicator.

*The minimum data and reconciliation tests for this 2007
Schedule M-3 study are included as part of the discussion of
Table 6.
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more each. Those 247 report 72 percent of the assets
of the 42,395 corporations. The 247 include 180
corporations that are SEC 10K/Public and report
$20 billion or more each in assets. Those 180 large
public corporations report 61 percent of the assets
of the 42,395.

The 180 SEC 10K/Public corporations reporting
assets of $20 billion or more report 42 percent of the
tax after credits of the 42,395 — 69 percent of the
foreign tax credit, 54 percent of the tax net income,
and 58 percent of the consolidated worldwide fi-
nancial accounting income. The 180 large public
corporations report 71 percent of the net foreign
entity non-includable income removed on Schedule
M-3 Part I, line 5 and 65 percent of the net U.S.
entity non-includable income removed on Part I,
line 6.

The 180 SEC 10K/Public corporations reporting
assets of $20 billion or more report 30 percent of the
other includable entity income included on Part I,
line 7. Other includable income on Part I, line 7
includes income from entities not included for some
reason in the consolidated worldwide financial ac-
counting income reported to shareholders, entities
involved in off-balance-sheet transactions, special
purpose entities or investment vehicles, variable
interest entities, and disregarded entities. Interest-
ingly, 62 percent of the income included on Part I,
line 7 is reported by 29 private corporations report-
ing assets of $20 billion or more with audited
non-SEC financial statements.

The 180 large public corporations report 54 per-
cent of total book income after all Schedule M-3,
Part I adjustments and 49 percent of pretax book
income. Pretax book income is book income with
federal income tax expense reversed for compara-
bility with tax income. The 180 large public corpo-
rations report 54 percent of the pretax temporary
difference, 111 percent of the pretax permanent
difference, and 55 percent of the tax income.?®

The 180 large public corporations report 62 per-
cent of the total temporary and permanent book-tax
differences reported on Part II, lines 1 through 5
related to income from foreign corporations. The
180 report 76 percent of the total temporary and
permanent book-tax differences on Part II, lines 9
through 11 related to foreign and U.S. partnerships
and passthroughs; 74 percent of the total differences
for Part II, line 12 reportable transactions; 12 percent

*The aggregate pretax permanent difference is the sum of
negative amounts for some corporations and positive for others
among the total 42,395 corporations. The aggregate pretax
permanent difference for the 180 corporations contains rela-
tively more of the positive than the negative differences and is,
as a net positive amount, larger than the net positive amount for
all 42,395 corporations.
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of the total differences on Part II, line 25 “other with
difference” income/loss; 43 percent of the total
differences on Part III, lines 9 and 10 related to stock
options and equity compensation; and 172 percent
of the total difference on Part III, line 35 “other with
difference” expense/deduction.

The 29 private corporations reporting assets of
$20 billion or more with audited non-SEC financial
statements report 26 percent of the total temporary
and permanent book-tax difference reported on
Part II, line 25 “other with differences” income/
loss.

b. Distribution by asset size and return type:
Table 3. Table 3 reports aggregate 2007 Schedule
M-3 data and other tax return data distributed by
asset size and tax return type. There are three Form
1120 corporate tax return types for our Schedule
M-3 2007 study: consolidate (without insurance
company subsidiaries), mixed group (consolidated
with insurance company subsidiaries), and uncon-
solidated. There are 20,735 consolidate corpora-
tions, 444 mixed group corporations, and 21,216
unconsolidated corporations among the 42,395 cor-
porations filing Form 1120 Schedule M-3 in 2007
and meeting our minimum data and reconciliation
requirements.>” The 20,735 consolidated corpora-
tions report 41 percent of the assets reported by the
42,395. The 444 mixed group corporations report 52
percent of the assets reported by the 42,395.

Understanding the role of the 444 mixed group
corporationsisextraordinarilyimportanttoanunder-
standing of the evolving U.S. and multinational
corporate landscape. Those corporations have a
non-insurance parent, usually with a non-insurance
principal business, but are distinguished by aug-
menting their corporate structure with one or more
captive insurance company subsidiaries.

The 42,395 corporations meeting our data and
reconciliation requirements include 247 corpora-
tions reporting total assets of $20 billion or more
each. Those 247 report 72 percent of the assets of the
42,395 corporations. The 247 include 153 corpora-
tions that are consolidated, 89 that are mixed group,
and five that are unconsolidated. The 153 large
consolidated corporations report 19 percent of the
assets of the 42,395. The 89 large mixed group
corporations report 49 percent of the assets of the
42,395.

The 153 consolidated corporations and 89 mixed
group corporations reporting assets of $20 billion or
more report, respectively, 21 and 25 percent of the
after-credits tax of the 42,395 corporations, 28 and

*The minimum data and reconciliation tests for this 2007
Schedule M-3 study are discussed as part of the discussion of
Table 6.
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45 percent of the FTC, 24 and 32 percent of the tax
net income, and 30 and 33 percent of the consoli-
dated worldwide financial accounting income. The
153 large consolidated corporations and 89 large
mixed group corporations report, respectively, 42
and 30 percent of the net foreign entity non-
includable income removed on Schedule M-3, Part
I, line 5, and 16 and 53 percent of the net U.S. entity
non-includable income removed on Part I, line 6.

The 153 consolidated and 89 mixed group corpo-
rations reporting assets of $20 billion or more
report, respectively, 16 and 78 percent of the other
includable entity income included on Part I, line 7.

The 153 large consolidated and 89 large mixed
group corporations report, respectively, 34 and 31
percent of total book income after all Schedule M-3,
Part I, adjustments, and 31 and 28 percent of pretax
book income. The 153 large consolidated and 89
large mixed group corporations report, respectively,
negative 19 and negative 7 percent of the pretax
temporary difference, negative 19 and positive 99
percent of the pretax permanent difference, and 24
and 33 percent of the tax income.

The 153 large consolidated and 89 large mixed
group corporations report, respectively, 14 and 49
percent of the total temporary and permanent book-
tax differences reported on Part II, lines 1 through 5
related to income from foreign corporations. The
153 large consolidated and 89 large mixed group
corporations report, respectively, negative 14 per-
cent and positive 70 percent of the total temporary
and permanent book-tax differences on Part II, lines
9-11 related to foreign and U.S. partnerships and
passthroughs; 17 and 50 percent of the total differ-
ences for Part II, line 12 reportable transactions;
negative 5 percent and positive 87 percent of the
total differences on Part II, line 25, “other with
differences” income/loss; 27 and 20 percent of the
total differences on Part III, lines 9 and 10 related to
stock options and equity compensation; and 90 and
164 percent of the total difference on Part III, line 35
“other with differences” expense/deduction.?®

c. Distribution by industry and SEC 10K/Public
or Not Public status: Table 4. Table 4 reports ag-
gregate 2007 Schedule M-3 data and other tax return
data distributed by selected major industry and sub-
industry groupings and by SEC 10K/Public or Not

*The aggregate pretax temporary and permanent difference
is the sum of negative amounts for some corporations and
positive for others among the total 42,395 corporations. The
aggregate pretax temporary and permanent difference for the 89
mixed group corporations contains relatively more of the nega-
tive than the positive differences and is, as a net negative
amount, larger than the net negative amount for all 42,395
corporations.
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Public status within each industry.3! Totals are pre-
sented for (1) manufacturing (rows a-h), (2)
finance/holding (rows i-1), and (3) other (rows m-s).
There are 9,303 manufacturing corporations, 11,233
finance/holding corporations, and 21,859 other cor-
porations among the 42,395 corporations filing Form
1120 Schedule M-3 in 2007 and meeting our mini-
mum data and reconciliation requirements.>?> The
9,303 manufacturing corporations report 20 percent
of the assets reported by the 42,395 filers. The 11,233
finance/holding corporations report 59 percent of
the assets reported by the 42,395.

The 9,303 manufacturing corporations and 11,233
finance/holding corporations report, respectively,
33 and 22 percent of the tax after credits of the
42,395 corporations; 72 and 9 percent of the FTC; 45
and 16 percent of the tax net income; and 51 and 13
percent of the consolidated worldwide financial
accounting income. The manufacturing and
finance/holding corporations report, respectively,
78 and 7 percent of the net foreign entity non-
includable income removed on Schedule M-3 Part I,
line 5, and 36 and 41 percent of the net U.S. entity
non-includable income removed on Part I, line 6.

The manufacturing and finance/holding corpo-
rations report, respectively, positive 95 and negative
1 percent of the other includable entity income
included on Part I, line 7.

The manufacturing and finance/holding corpo-
rations report, respectively, 55 and 7 percent of total
book income after all Schedule M-3 Part I adjust-
ments, and 49 and 9 percent of pretax book income.
They report, respectively, 42 and 118 percent of the
pretax temporary difference, negative 19 and posi-
tive 55 percent of the pretax permanent difference,
and 43 and 19 percent of the tax income.

*IThe industries listed in Table 4 are listed in SOI publica-
tions in the following industries, major codes, and sector codes:
(A) Petroleum Refineries: Ind. 324110; (B) Pharmaceuticals: Ind.
325410; (C) Computers/Electronics: Major code 334; (D) Electri-
cal Equipment: Major code 335; (E) Transportation Equipment:
Major code 336; (F) Fabricated Metal and Machinery: Major
code 332 and 333; (G) Food / Beverage Mfg: Major code 311 and
312; (H) Other Manufacturing: Major code 313, 315, 316, 321,
322, 323, 325, 326, 327, 331, 337, and 339, and Ind. 325125; (I)
NonBank Holding Company: Ind. 551112; (J) Bank & Bank
Holding Company: Ind. 551111, and Major code 521; (K)
Securities/Commodities: Major code 523; (L) Other Financial:
Major code 522, 524, and 525, and sector 53; (M) Trade: Sector
code 41; (N) Information: Sector code 51; (O) Utilities: Sector
code 22; (P) Transport/Warehousing: Sector code 48; (Q) Min-
ing: Sector code 21; (R) Construction: Sector code 23; and (S)
Service/Agriculture/Other: the remainder of the industries not
listed above. See the discussion of Table 2 for a definition of SEC
10K /Public status.

%2The minimum data and reconciliation tests for this 2007
Schedule M-3 study are discussed as part of the discussion of
Table 6.
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The manufacturing and finance/holding corpo-
rations report, respectively, 51 and 34 percent of the
total temporary and permanent book-tax differ-
ences reported on Part II, lines 1 through 5 related
to income from foreign corporations. They report,
respectively, 78 percent and 9 percent of the total
temporary and permanent book-tax differences on
Part II, lines 9 through 11 related to foreign and U.S.
partnerships and passthroughs; 45 and 27 percent
of the total differences for Part II, line 12 reportable
transactions; positive 110 percent and negative 10
percent of the total differences on Part II, line 25
“other with differences” income/loss; 42 and 18
percent of the total differences on Part III, lines 9
and 10 related to stock options and equity compen-
sation; and negative 55 and negative 116 percent of
the total difference on Part III, line 35 “other with
differences” expense/deduction.

d. Distribution by stock option and equity
compensation status: Table 5. Table 5 reports ag-
gregate 2007 Schedule M-3 data and other tax
return data distributed, first, by the rank of the
corporation in reporting stock option negative pre-
tax permanent differences (in terms of the effect on
tax net income) on Part III, line 9, column (c).33

Note that on Schedule M-3, a negative total pretax
difference adjustment occurs if tax income is below book
income.3*

In tables 1A and 1C, and in tables 2 through 5, the
sign of Schedule M-3, Part III expense/deduction
data has been changed to agree with the effect of
those expense/deduction items on net income re-
ported in Part II, in particular, the effect on Part II,
line 30. If an expense/deduction item reduces net
income, it is shown as a negative amount.3

A negative pretax permanent difference (under
the sign convention for this report) for stock options
would occur if a stock option exercise resulted in a
claimed tax deduction by the corporation without
having been expensed currently or previously for
financial accounting by the corporation. In 2005
financial accounting standards required expensing

330n the 2005 and later Schedule M-3 form, incentive stock
options are combined with non-qualified stock options as
sim;oly stock options on Part III, line 9.

“See Part 1.C for a discussion of sign conventions for the
difference between tax income and pretax book income.

%Schedule M-3 instructions require that column (a) book
expense and column (d) tax deduction amounts that reduce net
book income and reduce net tax income be shown on Part III as
positive amounts. However, some taxpayers fail to follow the
instructions. See the discussion of Table 6 for a discussion of
problems with taxpayer reporting and how we deal with the
problems.
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of stock options at the time of grant.>¢ The 42,395
corporations in 2007 filing Form 1120 Schedule M-3
and meeting our minimum data and reconciliation
requirements report (see Part III, lines 9 and 10 in
Table 1C) aggregate stock option and equity com-
pensation book expense of negative $64,973 million
and tax deductions of negative $116,809 million.3”
The total temporary and permanent difference of
negative $51,830 million is comprised of a positive
$8,770 million temporary difference and a negative
$60,600 million permanent difference.

The top 250 corporations in terms of negative
pretax permanent difference for stock options in
2007 report 72 percent of the stock option and
equity compensation total temporary and perma-
nent differences reported on Part III, lines 9 and 10,
by the 42,395 corporations meeting our minimum
data and reconciliation requirements. Those 250
corporations report 45 percent of the total assets, 36
percent of the total tax after credits, 63 percent of
the total FTC, 45 percent of the net tax income, and
54 percent of consolidated worldwide income. They
report 63 percent of the net foreign entity non-
includable income removed on Schedule M-3 Part I,
line 5, and 52 percent of the net U.S. entity non-
includable income removed on Part I, line 6. They
also report 70 percent of the other includable entity
income included on Part I, line 7.

The top 250 corporations in terms of negative
pretax permanent difference for stock options in
2007 report 56 percent of total book income after all
Schedule M-3, Part I adjustments and 50 percent of
pretax book income. They report 13 percent of the
pretax temporary difference, 27 percent of the pre-
tax permanent difference, and 46 percent of the tax
income.

The top 250 corporations in terms of negative
pretax permanent difference for stock options in
2007 report 53 percent of the total temporary and
permanent book-tax differences reported on Part II,
lines 1 through 5 related to income from foreign
corporations. They report, respectively, 30 percent
of the total temporary and permanent book-tax
differences on Part II, lines 9 through 11 related to
foreign and U.S. partnerships and passthroughs; 50
percent of the total differences for Part II, line 12
reportable transactions; 20 percent of the total dif-
ferences on Part II, line 25 “other with differences”

%PFAS 123R requires the expensing of stock options effective
for quarterly or annual reporting periods beginning after June
15, 2005.

*The minimum data and reconciliation tests for this 2007
Schedule M-3 study are discussed as part of the discussion of
Table 6.
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income/loss; and 51 percent of the total difference
on Part III, line 35 “other with differences”
expense/deduction.

Table 5 also reports aggregate 2007 Schedule M-3
data and other tax return data distributed by the
amount and sign of the amounts reported on Part
III, lines 9 and 10 as permanent differences and as
tax deductions for stock options and equity com-
pensation.

e. Reconciliation of 2007 Schedule M-3 first-
look data with the SOI file: Table 6. Distribution
Table 6 for 2007 identifies the population of tax
returns on the 2007 SOI final corporate file poten-
tially subject to the requirement to include the 2007
Form 1120 Schedule M-3. The first requirement is
that the corporation file a Form 1120 and report
assets of $10 million or more on Form 1120 Schedule
L.38 The second requirement is that the tax year
ends during the period July 2007 through June 2008.
The 2007 SOI final file contains records statistically
representing 45,550 tax returns for corporations
filing Form 1120 with total assets of $10 million or
more.* These 45,550 tax returns include 950 returns
either with no Schedule M-3 data or with a tax year
ending before July 2007. SOI sometimes includes a
placeholder record if the desired tax return is un-
available.#0 The 45,550 returns also include 2,205
returns that have Schedule M-3 data and a year-end
of July 2007 through July 2008 but fail to pass
specified minimum data reconciliation tests. Re-
moving the 950 returns with no Schedule M-3 data
or an incorrect tax year and removing the 2,205
returns that have data reconciliation problems
leaves the 42,395 minimally reconcilable returns
that are used in tables 1A, 1B, 1C, and 2 through 5.
The 42,395 returns are also used in Table 7 as
returns with 2007 Schedule M-3 data.*!

%8Some companies with assets less than $10 million volun-
tarilg filed Schedule M-3. We do not analyze that data.

®The SOI corporate file is a statistical sample. The record for
a smaller tax return (usually measured by total assets) may be
weighted to represent more than one tax return. Generally, tax
returns for corporations with $50 million or more in assets have
a weight of one — that is, the record represents only itself. The
record for a smaller tax return generally has a weight greater
than one (for example, five) — that is, the record represents
several similar tax returns (for example, five tax returns). In 2004
SOI essentially selected all corporate tax returns with assets of
$10 million or more and sampled smaller corporation returns. In
2005, 2006, and 2007, SOI essentially selected all corporate
returns with assets of $50 million or more and sampled smaller
corporation returns.

9See Part LE for a fuller discussion of the sources of
placeholder data.

“10ur classification of a return as having or not having
minimally reconcilable Schedule M-3 data is solely for the
purposes of this report and does not affect classification of the
return for audit purposes.
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The 2,205 returns we eliminate for data recon-
ciliation problems failed one or more of the follow-
ing tests: Part II, line 30 contains no nonzero
amount; Part II, line 30, columns (a), (b), and (c) do
not reconcile with column (d) within 1 percent of
the maximum nonzero absolute value amount on
Part II, line 30; Part II, line 30, column (a) does not
reconcile with Part I, line 11 within 1 percent of the
maximum nonzero absolute value amount on Part
II, line 3042; Part II, line 27 contains no nonzero
amount; Part III, line 36 contains no nonzero
amount; Part II, line 27 and Part III, line 36 do not
reconcile after the required sign change within 1
percent of the maximum nonzero absolute value
amount on Part II, line 30.

Part III is designed to report expenses and de-
ductions as positive amounts. The column sums on
Part III, line 36 are then carried over to Part II, line
28 with a sign change and added on Part II in
determining Part II, line 30 column amounts. Some
returns that initially fail our tests on Part II, line 27
and Part III, line 36 are corrected by us if we
determined that the taxpayer reported expenses
and deductions on Part III as negative amounts and
carried those amounts to Part II, line 27 without a
sign change where those amounts could appropri-
ately be added. Some of the returns are very large in
terms of total assets. For aggregation purposes, we
changed the sign of amounts on Part III of those
returns so that expenses and deductions were re-
ported as positive amounts before aggregation. This
was done before we changed the sign of all Part III
expense and deduction data. For some of the cor-
rected returns, we determined that the taxpayer
reported expenses and deductions on Part III as
positive amounts and carried those amounts to Part
II, line 27 without a sign change where the taxpayer
then subtracted the Part 11, line 27 column amounts
to determine Part II, line 30. For aggregation pur-
poses, we changed the sign of amounts on Part II,
line 27 so that those amounts could be added.*

f. Table 7: Combined schedules M-1 and M-3
data 1994-2007. Table 7 presents Schedule M-1 data,
Schedule M-3 data, and other tax return data for all

“We do not test the reconciliation between Part II, line 30,
column (d) and Form 1120, page 1, line 28. Rather, if Part II, line
30, column (d) is nonzero, we treat any positive difference with
page 1, line 28 for a consolidated return as the measure of the
ICD removed by SOI from page 1, line 28.

43 After all sign corrections described here, an additional sign
change was made for the presentation of data. Negative income
(loss) differences in Part I reduce Part II, line 30, column (d) tax
net income. We change the sign of all Part III data to show
expense/deduction differences that reduce Part II, line 30,
column (d) tax net income as negative differences consistent
with the sign convention in Part II. See the discussion of Table
1A and Table 5.
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1994-2003 Form 1120 returns filing a complete
Schedule M-1, all 2004-2007 Form 1120 returns filing
a complete Schedule M-1 and failing to file a
Schedule M-3 meeting the data and reconciliation
requirements for this report, and all 2004-2007 Form
1120 returns filing a Schedule M-3 meeting the data
and reconciliation requirements for this report.
Table 7 is the source for the data used for figures 1,
2, and 3.

III. 2006/2007 Supporting Documentation

A. Identifying Supporting Documentation

Two of the authors (Legel and Reum) reviewed
Schedule M-3 reporting documentation for all rel-
evant SOI tax returns reporting either positive or
negative amounts of more than $500 million in
absolute value on Part I, line 10a, b, and ¢ other
adjustments; Part II, line 25 other income (loss)
items with differences; and Part III, line 35 other
expense/deduction items with differences. In ag-
gregate, those tax returns comprise more than a
million pages.

The search used Structured Query Language
queries of the SOI attachments file and verification
of large amounts for the “other” lines on parts I, II,
and III using the secure IRS Employee User Portal.
Those attachments were sometimes filed with the
consolidated Schedule M-3 and otherwise with the
subsidiary companies” Schedules M-3. The review
included finding the supporting documentation for
the “other” line, finding the specific descriptions
for amounts greater than the absolute value of $500
million ($1 billion for Part I, line 10) in the “other”
lines attachments, or 40 percent of the total other
differences amount reported on Part II, line 25,
columns (b) and (c) and Part I1I, line 35, columns (b)
and (c). Those large differences were categorized by
employee identification number, return type, indus-
try code, total assets, corporation name, the positive
or negative temporary or permanent difference
amounts (both as amounts and as percentages of
the corresponding positive or negative aggregate
temporary or permanent difference for Part II, line
25 or Part III, line 35), and a description itemizing
the type of income (loss) or expense/deduction.
The positive or negative temporary or permanent
amounts selected were collated from largest to
smallest (absolute value). We found that corpora-
tions might have separate difference amounts in the
attachments larger than the total difference amount
for the “other” total line because of large offsetting
amounts within the attachments. We compare the
individual company itemized differences that are
greater than the absolute value of $100 million with
their respective total difference amounts reported
on Part II, line 25 and Part III, line 35. Some
companies did not provide attachment data. In our
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analysis of the “other” lines on the 2006/2007
Schedule M-3, we excluded amounts found in the
insurance subsidiary companies.

As in the past, several large items reported on the
“other” lines should in fact have been reported on
more specific Schedule M-3 lines. A couple of
examples are “intercompany dividends” and “R&D
expenses” (a new expense item that will be reported
as “Research & Development Costs” on Part III, line
35 in 2010). The authors suggest that future instruc-
tions for the Schedule M-3 “other” lines note some
of those reporting errors as examples of inappropri-
ate categorization. Finally, there are recurring large
amounts that are correctly reported on “other” lines
but are labeled as “miscellaneous income” and
“other income” or as “miscellaneous expense” and
“other expense” that could usefully be reported on
current or new Schedule M-3 lines if a better
description is given.

B. Large Differences on Part I, Line 10

The authors identified items in 2006 in the sup-
porting attachments to Part I, line 10a, b, and ¢ with
absolute values of $500 million or more reported for
Part I, line 10a, b, and ¢, for all corporations with
reconcilable Schedules M-3 meeting the data re-
quirements for this report.** Line 10a accounts for
approximately 96 percent of the aggregate positive
differences of $89 billion and 99 percent of the
aggregate negative differences of negative $73 bil-
lion. Line 10b yields 84 percent of aggregate posi-
tive differences of $5 billion and 93 percent of
aggregate negative differences of approximately
negative $7 billion. Lastly, line 10c yields 81 percent
of an aggregate positive difference of $35 billion
and 63 percent of aggregate negative differences of
negative $10 billion.

In 2007 the authors reviewed supporting attach-
ments to Part I, line 10a with absolute values of $500
million or more. Those returns account for approxi-
mately 93 percent of the aggregate positive differ-
ences of $66 billion and 94 percent of the aggregate
negative differences of negative $19 billion reported
for Part I, line 10a for all corporations with recon-
cilable Schedules M-3 meeting the data require-
ments for this report. Given the above thresholds,
line 10b yields 97 percent of aggregate positive
differences of $21 billion and 76 percent of aggre-
gate negative differences of approximately negative
$8 billion. Lastly, Part I, line 10c yields 97 percent of
an aggregate positive difference of $42 billion and
76 percent of aggregate negative differences of
negative $10 billion.

4Gee the discussion of Table 6 for a discussion of the data and
reconciliation requirements for this report.
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In 2006 and 2007 Part I, line 10a is generally used
appropriately to report the addition of intercom-
pany dividends if required by statutory accounting
for insurance subsidiaries (STAT), but it is found to
contain large amounts from consolidated corpora-
tions that do not have insurance subsidiaries. For
line 10b, GAAP to STAT adjustments and intercom-
pany dividends were most prevalent. Intercompany
dividends and adjustments for consolidated com-
panies without insurance subsidiaries are domi-
nantly shown on line 10c. The instruction for Part I,
line 10 items clearly states that normally, and except
when statutory accounting for insurance subsidiar-
ies applies, intercompany dividends should be
eliminated and not reported as part of Part I, line 4a
consolidated worldwide income and not reported
as part of Part I, line 11 book income.

Many of the tax return attachment amounts for
Part I, line 10a, b, and c reported large (more than
$500 million absolute value) amounts but did not
adequately describe the items. In 2006 in Part I, line
10a, 7 percent of positive amounts had no attach-
ments and all had attachments for the negative
items. In Part I, line 10b, 100 percent of positive
amounts had no attachments and 50 percent of the
negative amounts had no attachment information.
In Part I, line 10c, 82 percent of positive amounts
had no attachments and 89 percent of the negative
amounts had no attachments.

A similar pattern of reporting occurs in 2007. Part
I, line 10a shows 51 percent of positive amounts had
no attachments and 16 percent for the negative
items. In Part I, line 10b, 15 percent of positive
amounts had no attachments and 0 percent had
attachments for the negative items. Finally, in Part I,
line 10c, 63 percent of positive amounts had no
attachments and 71 percent of the negative amounts
had no attachments, although they were required.
The proportion of tax returns with Part I, line 10
attachments improved in 2006/2007 compared with
2004/2005. All returns, however, are required to
submit attachment amounts and descriptions for
lines 10a, b, and c.

C. Large Differences on Part II, Line 25

In 2006 returns that reported Part II, line 25 that
had more than $500 million in negative permanent
income differences (NPID) yielded 15 returns that
comprised $5.9 trillion in total assets (33 percent of
the total assets that reported NPID). Moreover,
those returns contributed 61 percent of the total
NPID of negative $46 billion that is reported on Part
I, line 25 for all corporations with reconcilable
Schedules M-3 meeting the data requirements for
this report. The absolute amounts on those returns
are 77 percent of the total difference for the line.
Seven companies had “miscellaneous income/
other income” or “intercompany dividends/
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income” that could have been placed on existing
lines. In 2007 returns that reported Part II, line 25
that had more than $500 million in NPID yielded 17
returns that comprised $1.5 trillion in total assets (8
percent of the total assets that reported NPID).
Moreover, those returns contributed 56 percent of
the total NPID of negative $42 billion that is re-
ported on Part II, line 25 for all corporations with
reconcilable Schedules M-3 meeting the data re-
quirements for this report. The absolute amounts on
those returns are 96 percent of the total difference
for the line. Seven companies had “miscellaneous/
income” or “intercompany dividends/income” that
could have been placed on existing lines.

In 2006 returns that reported Part II, line 25 that
had more than $500 million in positive permanent
income differences (PPID) yielded 11 returns that
comprised $727 billion in total assets (5 percent of
the total assets that reported PPID). Moreover, those
returns contributed 53 percent of the total PPID of
$27 billion that is reported on Part II, line 25 for all
corporations with reconcilable Schedules M-3 meet-
ing the data requirements for this report. The abso-
lute amounts on those returns are 96 percent of the
total difference for the line. At least half the com-
panies had “miscellaneous” or “intercompany in-
come.” In 2007 returns that reported Part II, line 25
that had more than $500 million in PPID yielded 6
returns that comprised $240 billion in total assets
(1.4 percent of the total assets that reported PPID).
Moreover, those returns contributed 52 percent of
the total PPID of $26 billion that is reported on Part
II, line 25 for all corporations with reconcilable
Schedules M-33 meeting the data requirements for
this report. The absolute amounts on those returns
are 132 percent of the total difference for the line. At
least half the companies had “miscellaneous in-
come.”

In 2006 returns that reported Part II, line 25 that
had more than $500 million in negative temporary
income differences (NTID) yielded 27 returns that
comprised $8.4 trillion in total assets (43 percent of
the total assets that reported NTID). Moreover,
those returns contributed 84 percent of the total
NTID of negative $174 billion that is reported on
Part II, line 25 for all corporations with reconcilable
Schedules M-3 meeting the data requirements for
this report. The absolute amounts on those returns
are 100 percent of the total difference for the line.
Nine companies had “miscellaneous” or “other”
income. In 2007 returns that reported Part II, line 25
that had more than $500 million in NTID yielded 26
returns that comprised $5.6 trillion in total assets
(33 percent of the total assets that reported NTID).
Moreover, those returns contributed 71 percent of
the total NTID of negative $92 billion that is re-
ported on Part II, line 25 for all corporations with
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reconcilable Schedules M-3 meeting the data re-
quirements for this report. The absolute amounts on
those returns are 141 percent of the total difference
for the line. Six companies had “miscellaneous
income,” and a few had no descriptive attachments.

In 2006 returns that reported Part II, line 25 that
had more than $500 million in positive temporary
income differences (PTID) yielded 13 returns that
comprised $3 trillion in total assets (15 percent of
the total assets that reported PTID). Moreover, those
returns contributed 37 percent of the total PTID of
$48 billion that is reported on Part II, line 25 for all
corporations with reconcilable Schedules M-3 meet-
ing the data requirements for this report. The abso-
lute amounts on those returns are 95 percent of the
total difference for the line. Five companies had
“miscellaneous income” and “gross sales” as large
significant amounts. In 2007 returns that reported
Part II, line 25 that had more than $500 million in
PTID yielded 21 returns that comprised $11 trillion
in total assets (43 percent of the total assets that
reported PTID). Moreover, those returns contrib-
uted 42 percent of the total PTID of $59 billion that
is reported on Part II, line 25 for all corporations
with reconcilable Schedules M-3 meeting the data
requirements for this report. The absolute amounts
on those returns are 101 percent of the total differ-
ence for the line. Nine companies had “miscella-
neous or other income” and several others listed
“gross sales” as large significant amounts.

D. Large Differences on Part III, Line 35

In 2006 returns that reported Part II, line 35 that
had more than $500 million in positive permanent
expense differences (PPED) yielded 9 returns that
comprised $961 billion in total assets (5 percent of
the total assets that reported PPED). Moreover,
those returns contributed 35 percent of the total
PPED of $35 billion that is reported on Part II, line
35 for all corporations with reconcilable Schedules
M-3 meeting the data requirements for this report.
The absolute amounts on those returns are 86
percent of the total difference for the line. Five
companies had “miscellaneous expense.” In 2007
returns that reported Part II, line 35 that had more
than $600 million in PPED yielded nine returns that
comprised $2.4 trillion in total assets (12 percent of
the total assets that reported PPED). Moreover,
those returns contributed 41 percent of the total
PPED of $29 billion that is reported on Part II, line
35 for all corporations with reconcilable Schedules
M-3 meeting the data requirements for this report.
The absolute amounts on those returns are 89
percent of the total difference for the line. Five
companies had “miscellaneous expense” or “inter-
company expense.”

In 2006 returns that reported Part II, line 35 that
had more than $500 million in negative permanent
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expense differences (NPED) yielded 10 returns that
comprised $183 billion in total assets (0.8 percent of
the total assets that reported NPED). Moreover,
those returns contributed 42 percent of the total
NPED of negative $29 billion that is reported on
Part II, line 35 for all corporations with reconcilable
Schedules M-3 meeting the data requirements for
this report. The absolute amounts on those returns
are 85 percent of the total difference for the line.
Five companies had “R&D expense” or “other
expenses.” In 2007 returns that reported Part II, line
35 that had more than $500 million in NPED
yielded 18 returns that comprised $1.8 trillion in
total assets (7 percent of the total assets that re-
ported NPED). Moreover, those returns contributed
57 percent of the total NPED of negative $42 billion
that is reported on Part II, line 35 for all corpora-
tions with reconcilable Schedules M-3 meeting the
data requirements for this report. The absolute
amounts on those returns are 99 percent of the total
difference for the line. Five companies had
“miscellaneous/other expense” or “R&D expense.”

In 2006 returns that reported Part II, line 35 that
had more than $500 million in negative temporary
expense differences (NTED) yielded 10 returns that
comprised $553 billion in total assets (4 percent of
the total assets that reported NTED). Moreover,
those returns contributed 23 percent of the total
NTED of negative $55 billion that is reported on
Part II, line 35 for all corporations with reconcilable
Schedules M-3 meeting the data requirements for
this report. The absolute amounts on those returns
are 56 percent of the total difference for the line.
Five companies had “miscellaneous expense” or
“R&D expense.” In 2007 returns that reported Part
II, line 35 that had more than $500 million in NTED
yielded 18 returns that comprised $9.2 trillion in
total assets (39 percent of the total assets that
reported NTED). Moreover, those returns contrib-
uted 36 percent of the total NTED of negative $78
billion that is reported on Part II, line 35 for all
corporations with reconcilable Schedules M-3 meet-
ing the data requirements for this report. The abso-
lute amounts on those returns are 102 percent of the
total difference for the line. Seven companies had
“miscellaneous income.”

In 2006 returns that reported Part II, line 35 that
had more than $500 million in positive temporary
expense differences (PTED) yielded 44 returns that
comprised $13.4 trillion in total assets (45 percent of
the total assets that reported PTED). Moreover,
those returns contributed 58 percent of the total
PTED of $132 billion that is reported on Part II, line
35 on Table F1.1 for all corporations with reconcil-
able Schedules M-3 meeting the data requirements
for this report. The absolute amounts on those
returns are 69 percent for the top 13 returns of the
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total difference for the line. Many companies had
“miscellaneous expense.” In 2007 returns that re-
ported Part II, line 35 that had more than $700
million in PTED yielded 26 returns that comprised
$1.9 trillion in total assets (8 percent of the total
assets that percent reported PTED). Moreover, those
returns contributed 43 percent of the total PTED of
$105 billion that is reported on Part II, line 35 for all
corporations with reconcilable Schedules M-3 meet-
ing the data requirements for this report. The abso-
lute amounts on those returns are 97 percent of the
total difference for the line. Five companies had
“miscellaneous income” and 13 companies had
“intangible drilling costs.”

E. Suggested Changes to Documentation

Authors Legel and Reum suggest that the in-
structions for Schedule M-3 be clarified for mixed
group corporations to report the Form 1120 Sched-
ule M-3 income and expense items on the consoli-
dated Form 1120 Schedule M-3 instead of the sub-
consolidated Form 1120 Schedule M-3. Based on the
authors’ experience, searching for attached support-
ing documentation would be faster if the schedules
were attached to the consolidated Schedule M-3,
not to the subsidiary Schedules M-3 with the con-
solidated amount for the “separately stated and
adequately disclosed” item shown followed by the
allocation to appropriate subsidiaries.
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Figure 1. Pretax Book Income and Tax Net Income: U.S. Corporations Filing Form 1120
With Total Assets of $10 Million or More: Combined Schedules M-1 and M-3 Data: 1994-2007

1,600,000

1,400,000

1,200,000

1,000,000

800,000

600,000

400,000

200,000

NS

/] N\
/N

4

/
-/'//./'/:\,:_4\-\\//
\747

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

Tax Year

2005 2006 2007

=—&— Tax Net Income 1120 Pg 1 Ln 28 NET_INCM == Book Income + Fed Tax Exp = Pretax Book

706

TAX NOTES, August 15, 2011

Jua1u09 Aured paiyl o urewop a1gnd Aue ul 1ybuAdoo wreld 10u saop S1sAjeuy xe| ‘panlasal S)ybu ||V "TT0Z SisAleuy xe] (D)



COMMENTARY / SPECIAL REPORT

Figure 2. Book-Tax Difference = Tax Net Income Minus Pretax Book Income: U.S. Corporations
Filing Form 1120 With Total Assets of $10 Million or More:
Combined Schedules M-1 and M-3 Data: 1994-2007
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Figure 3. Book-Tax Difference = Tax Net Income Minus Pretax Book Income as Percentage of
Pretax Book Income: U.S. Corporations Filing Form 1120 With Total Assets of
$10 Million or More: Combined Schedules M-1 and M-3 Data: 1994-2007
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